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Earnings  and  Stock  Splits 


This  paper  examines  whether  stock  splits  convey  information  about 
earnings.   It  finds  that  firms  split  their  shares  after  a  significant 
Increase  in  stock  prices  and  earnings.   Furthermore,  the  market's  reaction 
to  a  split  announcement  is  significantly  related  to  prior  earnings 
increases.   Thus  it  appears  as  though  the  market  interprets  stock  splits  as 
confirmation  that  past  earnings  increases  are  permanent.   The  evidence  also 
suggests  that  the  market's  reaction  to  split  announcements  is  not  due 
solely  to  expectations  of  near-term  cash  dividend  increases. 
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1 .    INTRODUCTION 

Stock  splits  have  long  been  puzzling  phenomena  to  financial 
economists.   Stock  splits  usually  occur  after  an  increase  in  stock  prices 
and  usually  elicit  a  positive  stock  price  reaction  upon  announcement.    The 
reasons  for  these  stock  price  increases,  however,  have  not  been  fully 
understood.   Most  theorizing  has  focused  on  the  market's  positive  reaction 
to  the  split  announcement.   Since  stock  splits  themselves  do  not  directly 
affect  a  company's  cash  flows,  the  increase  in  a  company's  stock  price  at 
the  time  of  these  announcements  must,  assuming  market  efficiency,  reflect 
the  release  of  new  information.   An  explanation  first  proposed  by  Fama, 
Fisher,  Jensen  and  Roll  (1969)  hereafter  FFJR,  and  repeated  in  subsequent 

studies  is  that  the  market  interprets  stock  split  announcements  as 
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improving  the  probability  of  near-term  dividend  increases. 

FFJR  report  data  consistent  with  the  dividend  explanation:  71.5%  of 
-their  sample  firms  experience  a  percentage  dividend  increase  in  the  year 
after  the  split  which  is  larger  than  the  average  increase  for  all 
securities  on  the  New  York  Stock  Exchange.   Thus,  FFJR  argue  that  a  large 
price  increase  at  the  time  of  a  stock  split  is  due  to  altered  expectations 
concerning  future  dividends  rather  than  due  to  any  intrinsic  effects  of  the 
splits  themselves. 

This  'dividend  hypothesis'  however,  does  not  appear  to  fu]]y  explain 
the  observed  market  reaction  to  stock  split  announcements.  For  example, 
Grinblatt,  Masulis  and  Titman  (1984),  hereafter  GMT,  report  a  significant 
stock  price  reaction  to  the  announcement  of  stock  splits  by  firms  that  do 
not  pay  cash  dividends  in  the  three  years  prior  to  the  split.  Since  only 
11%  of  their  sample  firms  initiate  a  cash  dividend  during  the  year 
following  the  split,  GMT  conclude  that  the  valuation  changes  associated 


with  stock  split  announcements  cannot  be  attributed  totally  to  revised 

expectations  about  near-term  dividend  increases. 

Fama  (1976)  suggests  that  it  is  likely  that  the  information  revealed 

by  stock  splits  concerns  earnings  rather  than  dividends.   He  states: 

"in  their  (FFJR's)  view,  the  unusual  behavior  of  the  returns  on  a 
splitting  security  in  the  months  immediately  preceding  a  split 
reflects  the  information  content  of  the  dividend  change  that  usually 
accompanies  a  split...  (A)n  alternative  view,  completely  consistent 
with  their  empirical  results,  is  that  dividends  are  a  passive  variable 
in  the  whole  process.   That  is,  companies  tend  to  increase  dividends 
when  earnings  increase  and  to  decrease  dividends  when  earnings 
decrease.   In  this  view,  the  FFJR  data  suggest  that  splits  tend  to 
occur  when  firms  have  experienced  unusual  increases  in  earnings,  which 
accounts  for  the  positive  average  residuals  of  splitting  shares  in  the 
months  preceding  the  split. 

Lakonishok  and  Lev  (1987),  hereafter  LL,  examine  both  dividends  and 
earnings  growth  surrounding  stock  split  announcements  and  conclude  that  the 
evidence  is  consistent  with  "either  stabilization  of  earnings  growth 
subsequent  to  the  abnormal  presplit  growth,  improved  cash  dividends 
prospects,  or  both." 

The  objective  of  this  paper  is  to  examine  whether  stock  splits  convey 
information  about  firms'  earnings  in  the  period  surrounding  the  split 
announcements.    In  order  to  mitigate  any  confounding  effects  of 
simultaneous  dividend  changes,  only  firms  that  do  not  pay  cash  dividends  at 
the  time  of  the  stock  split  are  included  in  the  sample.   Our  tests,  based 
on  a  sample  of  121  stock  split  announcements  from  the  period  1970-1980, 
lead  to  several  conclusions. 

First,  stock  splitting  firms  experience  significant  unexpected 
Increases  in  their  earnings  for  four  years  prior  to  the  stock  split.   Even 
when  the  earnings  of  the  splitting  firms  are  adjusted  for  the  performance 
of  their  industries,  splitting  firms  experience  significant  earnings 
increases  in  the  year  prior  to  the  split.   These  earnings  increases  are  not 


reversed  for  at  least  four  years  subsequent  to  the  split,  indicating  that 
they  are  permanent.   Stock  splitting  firms  also  exhibit  significant 
unexpected  increases  in  their  stock  prices  in  the  four  years  prior  to  and 
on  the  split  announcement  date  but  not  in  the  subsequent  period. 

Second,  there  is  a  significant  cross-sectional  relationship  between 
the  stock  price  reaction  to  the  split  announcements  and  unexpected  earnings 
changes  in  the  two  years  prior  to  the  split.   That  is,  the  higher  the 
pre-split  earnings  changes,  the  larger  the  market  reaction  to  the  split 
announcement.   In  contrast,  there  is  no  significant  relationship  between 
the  split  announcement  return  and  earnings  changes  after  the  split  date. 

Together,  these  conclusions  indicate  that  firms  split  their  shares 
after  they  experience  significant  increases  in  their  earnings  and  stock 
prices.   Furthermore,  it  appears  as  though  the  market  interprets  stock 
splits  as  confirmation  that  past  earnings  increases  are  permanent,  not 
transitory.   The  results  are  also  consistent  with  a  "trading  range"  motive 
for  stock  splits.   This  motive,  often  cited  by  practitioners,  is  that 
splits  are  used  to  keep  share  prices  within  an  "optimal"  trading  range. 

The  rest  of  the  paper  is  organized  as  follows.   The  data  and  sample 
used  in  our  analysis  are  described  in  the  next  section.   Section  three 
discusses  the  hypotheses,  tests  and  results.   The  paper's  conclusions  are 
discussed  in  section  four. 

2 .    DATA 

The  initial  sample  of  stock  splits  is  identified  from  the  CRSP  Daily 
Master  file.   To  be  included  in  the  sample,  a  firm  has  to:  (1)  not  pay  cash 
dividends  prior  to  or  at  the  time  of  the  stock  distribution  announcement; 
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(2)  announce  a  stock  distribution  (designated  by  the  firm  as  either  a  stock 
split  or  stock  dividend)  of  at  least  25%  during  the  time  period  1970  - 
1980;   (3)  not  announce  any  other  stock  distribution  of  2.5/o  or  more  in  the 
five  years  prior  to  the  event;  (4)  be  listed  on  the  New  York  or  American 
Stock  Exchange  at  the  time  of  the  event;   (5)  have  stock  price  and  return 
data  available  for  the  announcement  date  and  two  days  prior  to  the  event; 
and  (6)  have  the  stock  distribution  announcement  date  available  in  the  Wall 
Street  Journal,  or  on  the  CRSP  Daily  Master  file. 

Cash  dividend  paying  firms  that  split  their  stock  often  make 
simultaneous  announcements  concerning  dividend  clianges.   The  sample  is 
therefore  restricted  to  non-cash  dividend  paying  firms  in  order  to  separate 
the  market  reaction  to  stock  splits  from  the  reaction  to  simultaneous  cash 
dividend  announcements.   The  sample  only  includes  stock  distributions  over 
25%  because  the  accounting  treatment  for  them  does  not  affect  retained 
earnings.   If  the  distribution  is  below  20%,  the  amount  of  the  distribution 
must  be  transferred  from  retained  earnings  to  capital  stock.   The  transfer 
is  at  the  firm's  discretion  for  distributions  between  20%  and  25%.    The 
restriction  of  no  other  stock  distributions  in  n  five  year  period  is  to 
insure  independence  of  observations  in  the  sample  since  five  years  of  prior 
earnings  are  analyzed  with  each  split.   Listing  on  the  ASF.  or  the  NYSE  is 
required  to  guarantee  data  availability.   Announcement  dates  are  necessary 
to  properly  determine  the  market's  reaction. 

For  each  firm  in  the  initial  sample  the  following  additional  data  are 
collected:  (1)  the  stock  price  two  days  prior  to  the  split  announcement; 
(2)  the  return  on  the  firm's  common  stock,  and  on  the  CRSP  equally  weighted 
market  index,  for  the  day  before  and  the  day  of  the  split  announcement;  (3) 
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the  first  quarterly  earnings  announcement  date  preceding  the  split 
announcement;  (4)  earnings  per  share  before  extraordinary  items  and 
discontinued  operations  from  the  twenty-four  quarterly  announcements 
immediately  preceding  the  split  date  (to  construct  earnings  for  years  -6  to 
-1),  and  the  twenty  quarterly  announcement  following  the  split  date  (to 

o 

construct  earnings  for  years  0  to  4). 

Annual  earnings  are  defined  so  that  year  0  earnings  are  created  from 
the  four  quarterly  announcements  subsequent  to  the  split  (quarters  0  to  3); 
year  -1  earnings  are  constructed  from  the  four  quarterly  earnings  reports 
prior  to  that  event;  and  the  earnings  for  years   -6  to  -2  and  1  to  4  are 
constructed  using  the  quarterly  earnings  data  from  quarters  -24  to  -5,  and 
from  quarters  4  to  19.   Defined  this  way,  the  earnings  for  years  -6  to  -1 
are  announced  strictly  before  the  split  announcement,  and  the  earnings  for 
years  0  to  4  are  announced  strictly  after  the  split  date.   This  is  done 
because  stock  split  announcements  occur  throughout  a  fiscal  year  and  fiscal 
year  earnings  include  some  quarters  before  the  split  and  some  quarters 
after  the  split.   By  using  quarterly  data  to  create  annual  event  earnings 
the  earnings  can  be  aligned  with  the  split  announcement  and  earnings 
performance  before  and  after  the  announcement  can  be  strictly  separated. 

After  this  data  collection  and  earnings  definition  process,  to  be 
included  in  the  final  sample  a  firm  has  to  satisfy  the  following 
conditions:  (1)  the  date  of  the  quarterly  earnings  announcement  immediately 
preceding  the  split  announcement  is  reported  in  the  Wall  Street  Journal 
Index  and  (2)  earnings  for  two  or  more  years  can  be  constructed  from  the 
Quarterly  Compustat  Industrial  tapes. 

The  final  sample  consists  of  121  firms  which  do  not  pay  cash  dividends 
and  which  announce  a  stock  distribution  of  at  least  25%  during  the  period 
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1970  -  1980.   Table  1  reports  the  number  of  stock  splits  by  calendar  year. 
About  55%  of  the  sample  stock  splits  are  from  the  three  year  period  1970  - 
1972;  another  20%  is  from  the  year  1980;  the  remaining  25%  are  from  the 
years  1974  -  1979.   There  is,  thus,  evidence  that  the  splits  are  clustered 
in  time. 

To  test  whether  any  observed  earnings  patterns  of  the  sample  firms  are 
due  to  industry  and  time-related  trends,  industry  data  on  earnings  per 
share  before  extraordinary  items  and  discontinued  operations  are  also 
collected  for  each  final  sample  firm.   The  industry  for  each  sample  firm  is 

defined  as  the  set  of  firms  listed  on  Standard  and  Poor's  Compustat 

9 
Industrial  tapes  with  the  same  four  digit  SIC  Code. 

3 .    HYPOTHESES 

Since  stock  split  announcements  follow  and  are  contemporaneous  with 

stock  price  increases,  there  must  be  (assuming  market  efficiency)  new 

positive  information  associated  with  them.   This  paper  investigates  whether 

stock  splits  communicate  information  about  firms'  earnings.   The  following 

hypotheses  are  tested: 

HI:   Firms  that  split  stock  experience  significant  earnings  increases 
in  the  years  prior  to  the  split  announcement. 

H2:   Firms  that  split  stock  experience  significant  earnings  increases 
in  the  years  subsequent  to  the  split  announcement. 

H3:   The  market  reaction  to  the  announcement  of  a  stock  split  is 

positively  related  to  the  earnings  increases  prior  or  subsequent 
to  the  split. 

The  earnings  pattern  of  the  splitting  firms  suggested  by  HI,  H2,  and 
H3  differs  in  two  respects  from  the  time-series  behavior  of  annual  earnings 
reported  in  the  literature  for  a  random  sample  of  firms.   First,  studies  by 
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Ball  and  Brown  (1968),  Ball  and  Watts  (1972),  and  Watts  and  Leftwich  (1977) 
suggest  that  annual  earnings  follow  a  random  walk.   Thus  the  average 
earnings  change  for  a  random  sample  of  firms  is  expected  to  be  zero.   In 
contrast,  HI  and  H2  predict  that  earnings  changes  for  splitting  firms  are 
positive. 

Second,  Brooks  and  Buckmaster  (1980),  Beaver,  Lambert,  and  Morse 
(1980),  and  Freeman,  Ohlson  and  Penman  (1982)  report  that  firms  with  large 
earnings  increases  in  one  year  experience  earnings  declines  in  the 
following  year.   In  other  words,  large  earnings  changes  are  usually 
transitory  and  followed  by  earnings  decreases.   In  contrast  to  this  usual 
earnings  behavior,  when  firms  split  their  stock  the  market  may  expect  the 
earnings  increases  prior  to  or  subsequent  to  the  split  to  be  permanent. 

Beaver,  Lambert  and  Morse  (1980)  also  report  that,  since  large 
earnings  increases  are  partially  transitory,  investors  do  not  fully 
Incorporate  them  into  a  firm's  future  expected  earnings.   Hence,  if  there 
are  earnings  increases  prior  to  the  stock  split  announcement,  investors  may 
attach  a  low  probability  to  these  earnings  increases  being  permanent.   H3 
predicts  that  positive  stock  price  reactions  to  split  announcements  are  due 
to  investors  revising  their  probability  that  the  past  earnings  increases 
are  not  transitory. 

In  addition  to  these  earnings  hypotheses,  HI  to  H3,  this  paper  also 

provides  some  evidence  on  the  "dividend  hypothesis"  originally  proposed  by 

FFJR  (1969)  and  subsequently  discussed  by  GMT  (198A)  and  LL  (1987).  This 

is: 

H4:   The  stock  market  responds  positively  to  stock  splits  because  they 
usually  mean  increased  near-term  cash  dividends. 
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Tests  of  hypotheses  HI  and  H2  are  presented  in  section  4.2.  Tests  of 
hypothesis  H3  is  presented  in  section  4.3.  Hypothesis  H4  is  discussed  in 
section  4.1. 

4.    RESULTS 

4. 1   Market  Reaction  To  Stock  Split  Announcements 

Table  2  reports  risk-adjusted  returns  around  the  announcement  of  stock 
splits.   These  are  computed  using  the  two  parameter  market  model.     The 
parameters  are  estimated  over  the  period  -630  days  to  -481  days  relative  to 
the  stock  split  announcement  day  (AD)  using  the  CRSP  equal -weighted  market 
index.   The  announcement  day  is  the  date  the  Wall  Street  Journal  reports 
the  stock  split. 

The  mean  risk-adjusted  returns  are  insignificant  for  the  period  AD-480 
to  AD-251  days  and  significant  for  days  AD-240  to  AD-2.   The  holding  period 
abnormal  returns  for  days  AD-240  to  AD-121,  AD-120  to  AD-61,  AD-60  to 
AD-21,  AD-20  to  AD-11  and  AD-10  to  AD-2  are  all  positive  and  significant. 
The  cumulative  abnormal  returns  for  this  entire  period  are  50.5%.    Thus 
stock  split  announcements  are  preceded  by  large  increases  in  the  announcing 
firms'  stock  price. 

During  the  two  days  surrounding  the  split  announcement  (AD-1  and  AD), 
the  mean  risk-adjusted  return  is  3.9%,  which  is  significantly  different 
from  zero  at  the  1%  level.  As  reported  in  Panel  B  of  Table  2,  the  median 
abnormal  return  is  similar  (3.5%).  Further,  76%  of  the  sample  firms  have 
positive  abnormal  announcement  period  returns.  Finally,  the  abnormal 
returns  for  the  twenty  days  subsequent  to  the  stock  split  announcement  are 
insignificant. 
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The  abnormal  returns  in  Table  2  are  similar  to  those  reported  by 
earlier  studies.   For  example,  FFJR  (1969)  report  a  cumulative  abnormal 
return  of  35.8%  during  the  29  months  preceding  the  stock  split 
announcements  in  their  sample.   GMT  (1984)  report  a  3.41%  mean  two  day 
announcement  return  for  a  large  sample  of  stock  split  and  stock  dividends. 

Hypothesis  H4  suggests  that  the  market's  reaction  to  split 
announcements  is  due  to  an  implicit  signal  about  increased  near-term  cash 
dividend  payments.   Since  our  sample  consists  of  firms  that  do  not  pay  cash 
dividends  at  the  time  of  the  split,  an  increase  in  cash  dividends  implies 
dividend  initiation.   In  order  to  investigate  this  possibility,  we  follow 
our  sample  for  five  years  subsequent  to  the  split  and  record  cash  dividend 
initiations.   Of  the  121  firms  in  the  sample,  81  (67%)  do  not  initiate  a 
cash  dividend  payment  during  the  five  years  after  the  split  announcement. 
Of  the  remaining  40,  the  mean  (median)  lag  between  the  stock  split 
announcement  and  the  payment  of  the  first  cash  dividend  was  32  (34)  months. 

Only  11  (9%)  sample  companies  pay  cash  dividends  within  one  year  from  the 

12 
date  of  the  stock  split. 

The  percentages  of  splitting  firms  that  initiate  cash  dividends  are 
similar  to  those  for  the  population  of  all  firms.  For  the  sample  period 
1970-1980,  10%  of  the  non-cash  dividend  paying  firms  listed  on  Compustat 
initiate  dividends  in  any  given  year.  Furthermore,  70%  of  the  firms  which 
do  not  pay  cash  dividends  do  not  initiate  dividends  during  the  next  five 
years . 
4.2   Earnings  Performance  Before  and  After  Stock  Splits 

To  examine  whether  there  is  a  systematic  earnings  pattern  for  firms 
that  split  stocks,  earnings  changes  are  estimated  for  five  years  before 
(years  -5  to  -1),  the  year  of  the  stock  split  announcement  (year  0),  and 
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four  years  subsequent  (years  1  to  A) .   As  mentioned  above  all  earnings  are 

calculated  anjiually  for  the  four  quarters  relative  to  the  split  announce- 
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ment.     To  aggregate  results  across  firms,  we  standardize  earnings  changes 

for  each  firm  j  in  years  -5  to  4  by  its  stock  price  two  days  before  the 

announcement  of  the  stock  split.  P..   The  standardized  earnings  change  in 

year  t,  6E^ . ,  is  therefore  defined  as: 
tj' 


^^tj  =  (^j  -^-lj)/Pj       t  =  -5,  ...,  4    (1) 


where  A    is  earnings  before  extraordinary  items  and  discontinued 
^  J 

operations  for  firm  j  in  year  t. 

Student  t  statistics  are  estimated  to  test  whether  the  mean  standard- 
ized earnings  changes  of  the  stock  split  sample  firms  are  significantly 
different  from  zero  in  each  year.  Panel  A  in  Table  3  reports  the  mean  and 

quartile  earnings  changes  and  the  number  of  firms  for  which  data  are 

14 
available  for  the  stock  split  sample  in  years  -5  to  4.      The  mean 

standardized  earnings  changes  and  probabilities  for  years  -4  to  0  are  1.05% 

(p=0.02),  0.66%  (p=0.12),   1.24%  (p=0.01),  2.55%  (p=0.01),  and  2.03% 

(p=0.01).   The  mean  earnings  changes  are  insignificant  in  all  the 

subsequent  years. 

The  above  results  indicate  that  firms  that  announce  stock  splits 

experience  a  significant  earnings  increase  for  the  four  years  before  the 

stock  split  announcement.   The  largest  of  these  increases  occurs  in  the 

year  immediately  before  the  stock  split  announcement.   The  earnings 

continue  to  increase  during  the  year  of  the  split.   While  earnings 

increases  cease  in  the  years  subsequent  to  stock  splits,  past  increases 
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are  not  reversed  in  these  years.   Therefore,  the  split  firms'  earnings 
increases   prior  to  and  contemporaneous  with  stock  split  announcements 
appear  to  be  permanent.   These  conclusions  are  consistent  with  hypothesis 
HI  but  not  with  H2. 

Since  the  splits  in  our  sample  are  clustered  in  time,  it  is  possible 
that  the  earnings  performance  of  the  split  firms  is  due  to  industry-  and 
time-related  factors  rather  than  firm-specific  factors.   To  test  this,  the 
split  firms'  performance  is  compared  to  the  performance  of  their 
industries.   For  each  sample  firm,  industry  earnings  changes  for  year  -  5 
to  4  are  estimated  using  all  firms  that  have  (a)  the  same  four  digit  SIC 
code  on  Standard  and  Poor's  Annual  Compustat  and  Research  Industrial  tapes; 
and  (b)  earnings  data  available  for  two  consecutivo  years  of  the  eleven 
years  surrounding  a  split  announcement.   The  earnings  changes  for  these 
comparison  firms  are  then  standardized  by  their  stock  prices  two  days  prior 
to  the  test  firm's  split  announcement  and  an  industry  median  is 
constructed.   Industry  adjusted  earnings  in  each  year  are  calculated  for 
each  splitting  firm  by  subtracting  its  industry  median  earnings  change  from 
the  firm's  earnings  change. 

Panel  B  of  Table  3  reports  the  mean  and  the  quartile  industry  adjusted 
earnings  changes.  The  mean  industry  adjusted  earnings  changes  are 
insignificant  in  all  years  except   -1  and  3.   The  mean  adjusted  earnings 
change  is  2.82%  (p=0.01)  in  year  -1  and  2.94%  (p=0.05)  in  year  3. 

These  results  indicate  that  the  strong  earnings  performances  of  the 
splitting  firms  are  matched  in  general  by  their  industries'  performances. 
The  split  firms  are  in  industries  that  have  been  experiencing  good  times. 
In  the  pre-split  period,  split  firms  perform  significantly  better  than 
their  industries  only  in  year  -1.   This  superior  earnings  performance  by 
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splitting  firms  relative  to  their  industries  is  permanently  incorporated 
into  their  earnings  levels:  in  the  years  subsequent  to  the  split 
announcements,  the  split  firms  do  not  experience  significantly  lower 
earnings  growth  than  their  industries.   These  results  are  similar  to  LL 
(1987)  who  examine  earnings  growth  rates  around  stock  splits  and  find  that 
splitting  firms  have  significantly  higher  earnings  growth  than  a  control 
sample  for  the  period  before  and  during  the  year  of  the  split.   Their 
sample  of  stock  splits  includes  firms  that  pay  cash  dividends. 

To  summarize,  firms  that  announce  stock  splits  experience  significant 
unexpected  earnings  increases  for  several  years  prior  to  and  in  the  year 
of  the  stock  split  announcements.   In  the  year  immediately  prior  to  the 
split  announcement,  the  split  firms  outperform  their  industries.   This 
increase  in  earnings  appears  to  be  permanent  and  is  not  reversed  for  at 
least  four  years  after  the  split.   These  conclusions  are  consistent  with 
hypothesis  HI. 

4.3   Relation  Between  Stock  Split  Announcement  Returns  and  Earnings  Changes 

This  section  next  tests  whether  the  earnings  changes  documented  above 
are  related  to  the  market's  reaction  at  the  announcement  of  the  stock 
splits.   Table  4  reports  the  Pearson  and  Spearman  correlation  coefficients 
between  the  split  announcement  returns  and  the  standardized  earnings 
changes  in  each  of  the  years  -5  to  4.   The  announcement  return  for  each 
firm  is  the  risk-adjusted  return  for  one  day  prior  to  and  the  day  of  the 
stock  split  announcement.   Standardized  earnings  changes  in  each  year  are 
computed  as  described  above. 

The  Pearson  correlation  coefficients  are  insignificant  in  years  -5  to 
-3  and  0  to  4.   In  years  -2  and  -1,  the  correlations  are  0.31  and  0.19, 
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both  significantly  different  from  zero.   The  Spearman  rank  correlation 
results  are  similar,  indicating  that  the  Pearson  correlations  are  not 
driven  by  a  few  outliers.   These  correlations  indicate  that  the  split 
announcement  returns  are  positively  related  to  earnings  increases  for  the 
two  years  prior  to  the  split.   There  is  no  relationship  between  the 
announcement  returns  and  the  earnings  changes  before  these  years  or  after 
the  split  date  even  though  years  -4,  -3,  and  0  have  significant  earnings 
increases. 

The  split  announcement  returns  are  also  regressed  on  earnings  changes 
in  the  two  years  before  the  split  (years  -2  and  -1)  and  the  two  years  after 
the  split  (years  0  and  1).    We  estimate  the  following  regression  model: 


SRET.  =  a  +  B,6E  „  .  +  3-6  E  ,  .  +  B-6E-  .  +  B,6E,  .    +  t.        (2) 
J   ,      1   -2, J     2    -l,j     3   0,j    4   l,j     J 


where  SRET.  is  the  risk-adjusted  return  for  firm  j  for  one  day  prior  to  and 

the  day  of  the  stock  split  announcement  and  6E    is  the  earnings  change  in 

^  J 

year  t  standardized  by  the  stock  price  two  days  prior  to  the  stock  split 
announcement . 

Table  5  reports  the  regression  estimates.   The  estimated  coefficients 
for  the  earnings  changes  in  years  -2  and  -1  are  0.306  and  0.241,  both 
significantly  different  from  zero  at  the  5%  level  in  a  two-tailed  test. 
These  estimates  indicate  that,  all  else  being  constant,  a    10%  increase  in 
standardized  earnings  in  year  -2  (year  -1)  is  likely  to  be  accompanied  by  a 
3.06%  (2.41%)  risk-adjusted  return  in  the  two  days  surrounding  the  stock 
split  announcement.   The  coefficients  of  the  earnings  changes  in  years  0 
and  1  are  insignificant. 
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The  correlations  and  the  multiple  regression  results  are  both 
consistent  with  the  hypothesis  H3.   The  information  released  by  the  stock 
split  announcements  is  related  to  the  earnings  increases  in  the  two  prior 
years.   One  interpretation  of  these  results  is  that  when  firms  announce 
large  earnings  increases  the  market  assumes  that  the  increases  are  at  least 
partially  transitory.    When  splits  are  announced,  the  market  revises 
upward  the  probability  that  the  past  earnings  increases  are  permanent, 
leading  to  an  increase  in  the  firms'  stock  prices. 

5.    SUMMARY  AND  DISCUSSION 

Previous  studies  report  significant  stock  price  increases  for  firms 
that  announce  stock  splits.   Assuming  market  efficiency  this  implies  that 
stock  splits  convey  new  information.   This  paper  examines  whether  this 
information  is  related  to  earnings  performance  surrounding  the  split. 

The  analysis  leads  to  several  conclusions.   First,  there  are 
significant  earnings  increases  in  the  four  years  prior  to  and  in  the  year 
of  a  stock  split  announcement.   These  earnings  increases  appear  to  be 
permanent  since  the  earnings  changes  after  the  stock  split  announcement  are 
either  insignificant  or  positive  for  up  to  five  years.   Earnings  increases 
prior  to  the  split  announcement  are  due  to  industry  and   firm-specific 
factors.   Firms  that  announce  stock  splits  are  in  industries  which  perform 
well,  but  outperform  their  industries  in  the  year  prior  to  the  split  date. 

Second,  the  stock  price  reaction  to  firms'  split  announcements  is 
related  to  their  earnings  increases  in  the  two  years  prior  to  the  splits, 
and  is  unrelated  to  the  earnings  changes  in  the  years  following  the  splits. 
This  is  consistent  with  an  upward  revision  in  investors'  probability 
assessments  that  pre-split  earnings  increases  are  permanent  rather  than 
transitory. 
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Third,  the  significant  stock  price  reaction  to  our  sample  of  split 
announcements  cannot  be  solely  attributed  to  expectations  of  near-term 
dividend  increases.   Our  sample  firms  do  not  pay  dividends  prior  to  the 
split  announcement,  and  the  fraction  of  firms  that  initiate  dividend 
payments  within  five  years  is  similar  to  that  for  all  Compustat  firms. 

Since  our  sample  of  stock  splits  consists  of  firms  that  do  not  pay 
cash  dividends,  it  is  possible  that  the  results  are  not  applicable  to  stock 
splits  by  dividend  paying  firms.   For  dividend  paying  firms  the  market  may 
use  both  dividend  changes  and  stock  splits  to  infer  whether  earnings 
changes  are  permanent.   If  so,  stock  splits  by  dividend  paying  firms  are 
likely  to  be  less  informative  about  earnings  than  those  by  non-dividend 
paying  firms.   However,  GMT  report  that  the  stock  split  market  reaction  is 
similar  for  both  types  of  firms.   Also  LL,  whose  sample  includes  dividend 
paying  firms,  report  similar  earnings  patterns  to  those  in  this  paper. 

The  above  results  document  that  there  is  earnings  information  conveyed 
by  stock  splits.   However,  they  do  not  necessarily  explain  managers' 
motives  for  splitting  their  firms'  stocks.   Managers  may  not  view  stock 
splits  to  be  a  means  of  communicating  earnings  information.   One  frequently 
suggested  managerial  motive  for  splitting  stock  is  to  keep  the  firm's  share 
price  in  a  desired  trading  range.   According  to  this  explanation  strong 
earnings  performance  of  the  splitting  firm  prior  to  the  split  date  leads  to 
an  increase  in  the  stock  price  beyond  the  trading  range.   If  the  firm's 
managers  have  information  suggesting  that  the  earnings  increases  are 
permanent,  the  stock  is  split  to  bring  the  price  within  the  desired  trading 
range.   If  this  explanation  is  valid,  the  market  will  interpret  a  split  as 
confirming  that  past  earnings  are  permanent  which  is  consistent  with  our 
results.   However,  to  fully  formulate  a  trading  range  hypothesis,  further 
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research  is  required  to  document  the  determinants  of  a  firm's  optimal 
trading  range  and  the  costs  associated  with  trading  outside  that  range. 
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FOOTNOTES 


1.  The  seminal  study  by  Fama,  Fisher,  Jensen  and  Roll  (1969)  documents 
stock  price  increases  prior  to  the  split.   Bar-Yosef  and  Brown  (1977), 
Charest  (1978),  Foster  and  Vickery  (1978),  Woolridge  (1983),  and 
Grinblatt,  Masulis,  and  Titman  (1984)  all  report  positive  stock  price 
reactions  to  split  announcements. 

2.  Dividend  increases,  as  studies  subsequent  to  FFJR  showed,  cause  stock 
prices  to  increase.   See  e.g.  Aharoney  and  Swary  (1980)  and  Asquith 
and  Mullins  (1983). 

3.  Fama  (1976)  p. 164 

4.  McNichols  and  Dravid  (1987)  examines  analysts  earnings  forecasts 
around  stock  splits  and  finds  that  there  are  statistically  significant 
pre-split  upward  revisions. 

5.  See  for  example  Baker  and  Gallagher's  (1980)  survey  of  managerial 
motives  for  stock  splits.   Also,  Lakonishok  and  Lev  (1987)  provide 
empirical  evidence  on  absolute  share  price  levels  which  supports  the 
concept  of  a  'normal  range." 

6.  This  sample  selection  does  not  rule  out  the  possibility  that  split 
announcements  implicitly  provide  information  on  subsequent  dividend 
changes.   This  issue  is  examined  in  our  empirical  analysis  (see 
hypothesis  H4). 

7.  The  differential  treatment  of  retained  earnings  for  stock  dividends 
creates  s  potential  cost  to  the  firm  by  making  certain  debt  covenants 
more  binding.   This  cost  is  absent  for  stock  splits.   Hence  stock 
dividends  and  stock  splits  may  convey  different  information  to  the 
market.   Results  of  LL  (1987)  support  this  proposition. 

8.  Stock  price  and  return  data  is  collected  from  the  CRSP  files, 
announcement  dates  are  collected  from  the  WSJ  Index  and  earnings  are 
collected  from  the  Quarterly  Compustat  File.   Earnings  data  are  not 
available  for  all  the  sample  firms  for  all  the  years.   For  years 
before  the  stock  split,  data  for  some  sample  firms  are  not  available 
in  the  Compustat  files  primarily  because  the  firm  was  not  listed  on 
either  NYSE  or  AMEX.   For  years  after  the  stock  split,  data  are  not 
available  primarily  because  firms  were  delisted,   merged,   or 
liquidated.   The  actual  number  of  firms  for  which  usable  earnings  data 
are  available  is  indicated  in  the  results  tables  discussed  later  in 
the  paper. 

9.  The  industry  earnings  data  are  still  defined  as  fiscal  year  data 
because  Compustat  does  not  construct  a  quarterly  Research  tape.   To 
ensure  that  a  complete  sample  of  firms  is  used  to  construct  industry 
medians  the  annual  Compustat  research  tape,  which  only  has  fiscal  year 
data,  is  used. 


-  19  - 


10.  We  also  compute  market  adjusted  returns  for  the  same  period.  The 
results  are  similar  in  both  size  and  significance  levels  to  those 
reported  here. 

11.  One  possible  explanation  for  negative  abnormal  returns  is  that  other 
information  is  released  simultaneously  with  the  stock  split. 
Controlling  for  other  explicit  Information  releases,  i.e.  earnings, 
announcements,  financing  announcements  etc. ,  increases  the  mean 
risk-adjusted  return  to  4.6%  for  84  firms  and  the  percentage  of  firms 
with  positive  abnormal  returns  to  78%.   All  subsequent  tests  are 
repeated  using  this  clean  announcement  sample  and  the  results  are 
similar  to  those  reported  in  the  paper. 

12.  If  the  market  responds  to  a  9%  increase  in  the  probability  of  divided 
initiation  in  one  year  with  a  3.9%  abnormal  return,  this  implies  an 
extremely  large  response  to  dividend  initiation  announcements. 
However,  Asquith  and  Mullins  (1983)  report  that  dividend  initiation 
announcements  elicit  an  abnormal  return  of  only  3.7%. 

13.  Since  stock  splits  occur  throughout  a  fiscal  year  and  since  quarterly 
earnings  are  used,  this  method  ensures  that  all  earnings  in  year  0  are 
announced  after  the  stock  split.   This  analysis  is  repeated  using 
fiscal  year  earnings  data  and  the  results  are  similar. 

14.  The  number  of  firms  for  which  there  is  usable  earnings  data  varies 
across  years  -5  to  4:  the  lowest  is  35  firms  in  year  -5  and  the 
highest  is  118  firms  in  year  0.   The  number  of  observations  is  low  in 
years  -5  to  -2  mainly  because  many  of  the  firms  in  our  sample  are 
newly  listed  at  the  time  of  the  stock  split  and  therefore  do  not  have 
earnings  data  in  these  years;  the  number  of  observations  after  year  3 
declines  principally  because  of  delistments.   Of  the  86  firms  with 
unavailable  data  in  year  -5,  73  are  not  listed  on  the  NYSE  or  ASE  and 
13  are  unavailable  on  Compustat.   Of  the  23  firms  with  unavailable 
data  in  year  4,  6  are  acquired,  2  are  liquidated,  5  are  delisted  by 
the  exchange,  2  are  suspended  by  the  exchange  and  8  are  unavailable  on 
Compustat. 

15.  The  mean  earnings  changes  in  years  3  and  4  are  as  large  as  years  -1 
and  0  but  not  as  significant.   This  is  due  to  increased 
cross-sectional  volatility  in  earnings. 

16.  The  announcement  returns  are  also  regressed  over  earnings  changes  for 
longer  periods.   The  results  are  not  qualitatively  different  from 
those  reported  below.   Only  results  for  years  -2  to  +1  are  reported 
because  the  number  of  usable  earnings  observations  varies  across  years 
(see  Table  4)  and  these  years  have  the  largest  number  of  observations. 
Also,  as  the  correlation  results  in  Table  4  show,  the  other  years' 
earnings  changes  are  not  related  to  the  announcement  returns. 
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Table  1 

Distribution  of  stock  splits  in  the  period   1970  to  1980 
by  year  for  121  firms  that  do  not  pay  cash  dividends^ 


Number  Percent  of 

Year  of   firms  total   sample 

1970  10  8.3 

1971  28  23.1 

1972  29  24.0 

1973  2  1.7 

1974  1  0.8 

1975  5  4.1 

1976  6  5.0 

1977  1  0.8 

1978  9  7.4 

1979  6  5.0 

1980  24  19.8 

Total  121  100.0 


^    To  be  included  in  the  sample,  firms  are  required  to  meet  the  following  requirements:    (1)  the  firm 
made  a  stock  split  or  stock  dividend  of  at  least  25%;  (2)  the  firm  did  not  pay  cash  dividends  prior  to 
or  at  the  time  of  the  dividend  announcement;  (3)  no  other  stock  dividend  or  split  of  25%  or  more  had 
been  made  in  the  five  years  prior  to  the  event;  (4)  the  firm  is  listed  on  the  New  York  or  American 
Stock  Exchange;  (5)  the  stock  split  announcement  date  is  available  in  the  Wall  Street  Journal,  or  on 
the  CRSP  Daily  Master  File;  (6)  Stock  price  and  return  data  are  available  for  the  announcement  date 
and  two  days  prior  to  the  event;  (7)  the  first  quarterly  eamings  announcement  preceding  the  event  is 
reported  in  the  Wall  Srreet  Journal;  and  (8)  at  least  two  years  of  consecutive  quarterly  eamings  data 
are  available  on  Compustat  for  the  six  years  before  and  the  five  years  after  the  event  date. 


Table  2 

Abnormal  returns  for  various  holding  periods  for  121 
firms  that  announce  stock  splits  but  do  not  pay  cash  dividendsS''' 


Panel  A:    Abnormal  returns  surrounding  the  split  announcement 
Holding  period  Mean  t    statistic 

AD-480   to    AD-361  7.0%  1.5 

AD-360   to   AD-241  2.8  0.6 

AD-240   to   AD-121  17.8  3.9 

AD-120   to   AD-61  12.8  3.9 

AD-60  to  AD-21  14.1  5.3 

AD-20  to  AD-11  2.5  1.9 

AD-10  to  AD-2  3.3  2.6 

AD-1   to  AD  3.9  6.9 

AD+1  to  AD+10  1.6  1.2 

AD+11  to  AD+20  1.1  0.8 

Panel  B:    Abnormal  returns  for  AD-1  to  AD 
Mean  3.9% 

Median  3.5% 

Percent  positive  75.8% 


3    The  sample  comprises  121  firms  that  announce  stock  splits  or  stock  dividends  of  25%  or  nvjre  in  the  period  1970- 
1980. 

^    Risk-adjusted  returns  are  cumulative  retums  for  days  relative  to  the  Wall  Street  Journal  announcement  of  the  split 
(AD)  with  pre-split  market  model  parameters  estimated  using  returns  for  days  -630  to  -AS^  and  post-split 
paran^eters  estimated  using  returns  for  days  241  to  390. 


Table  3 

Summary  statistics  on  changes  in  earnings  per  share  as  a  percentage 

of  initial  equity  price  for  years  surrounding  announcements  of  stock 

splits  by  firms  that  do  not  pay  cash  dividends^-'' 


Period  relative    Number  Student  t  First  Third 

to   stock  split    of   firms         Mean  probability'^      quartile  Median  quartiie 

Panel  A:  Raw  earnings  changes 
Year 


-5 

35 

0.61% 

0.57 

-0.17% 

0.58% 

1 .44% 

4 

44 

1.05 

0.02 

-0.26 

0.41 

1.29 

-3 

61 

0.66 

0.12 

-0.56 

0.37 

1.63 

-2 

84 

1.24 

0.01 

0.15 

0.92 

2.32 

-1 

100 

2.55 

0.01 

0.76 

1.37 

2.52 

0 

118 

2.03 

0.01 

0.65 

1.28 

2.88 

1 

117 

0.91 

0.17 

-0.65 

0.93 

2.16 

2 

110 

-0.65 

0.32 

-2.43 

0.56 

2.28 

3 

101 

2.10 

0.11 

-1.40 

0.55 

4.13 

4 

98 

2.82 

0.15 

-0.87 

1.26 

4.65 

Panel  B:    Industry-adjusted  earnings  changes 


Year       -5 

33 

0.90% 

0.38 

-1.70% 

0.06% 

1 .55% 

-4 

42 

0.06 

0.90 

-1.67 

-0.60 

0.64 

-3 

56 

-0.48 

0.37 

-2.46 

-0.57 

1.37 

-2 

77 

0.09 

0.83 

-1.33 

0.26 

1.43 

-1 

93 

2.82 

0.01 

-0.18 

0.74 

2.17 

0 

109 

-0.03 

0.97 

-1.34 

0.27 

1.80 

1 

108 

-0.45 

0.52 

-2.39 

-0.36 

1.15 

2 

100 

-0.63 

0.39 

-2.99 

0.24 

2.07 

3 

91 

2.94 

0.05 

-2.36 

1.33 

4.26 

4 

88 

1.22 

0.58 

-4.65 

0.75 

4.20 

3  The  stock  split  sample  comprises  121  firms  that  announce  stock  splits  of  25%  or  more  in  the  period  1970  to  1980. 
Earnings  changes  are  not  available  for  three  of  the  split  Firms  in  year  0  sir>ce  they  do  not  have  earnings  data  available  In 
year  -1.    Industry-adjusted  earnings  changes  are  available  for  109  of  these  firms.      Industry-adjusted  earnings 
changes  for  a  given  firm  in  year  t  are  defined  as  the  difference  between  the  standardized  earnings  change  for  the  split 
firm  in  year  t  and  the  median  standardized  earnings  change  for  otfier  firms  In  tlie  same  Industry  in  that  year. 

^      Earnings  changes  are  estimated  using  quarterly  earnings  for  the  24  quarters  prior  to  the  split  announcement  and  tfie 
20  quarters  subsequent.    Changes  in  earnings  per  share  before  extraordinary  Items  and  discontinued  operations  are 
standardized  by  tfie  firm's  stock  price  two  days  prior  to  the  arviouncement  of  tt\e  stock  split. 

^  Student  t  test  statistics  test  the  hypothesis  that  the  mean  earnings  changes  are  dfferent  from  zero.    The  probability 
levels  are  for  two-tailed  tests  of  significance. 


Table  4 

Summary  of  correlations  between  standardized  earnings  changes 

surrounding  stock  split  announcements  by  firms  that  do  not  pay 

cash  dividends,  and  split  announcement  returns^ 


Pearson 

Spearman 

Period  relative 

Number 

correlation 

Probability 

correlation 

Probability 

to   stock  split 

of    firms 

coefficient 

level 

coefficient 

level 

Year            -5 

35 

0.00 

0.99 

0.19 

0.29 

-4 

44 

0.00 

0.99 

-0.05 

0.74 

-3 

61 

-0.05 

0.69 

-0.14 

0.30 

-2 

84 

0.31 

0.01 

0.34 

0.01 

-1 

100 

0.19 

0.05 

0.22 

0.02 

0 

118 

0.01 

0.95 

-0.10 

0.28 

1 

117 

-0.04 

0.65 

-0.04 

0.70 

2 

110 

-0.14 

0.14 

-0.12 

0.23 

3 

101 

0.08 

0.40 

0.18 

0.08 

4 

98 

0.08 

0.45 

0.14 

0.16 

3  The  stock  split  sample  comprises  121  firms  that  announce  stock  splits  of  25%  or  more  In  the  period  1970  to  1980. 
Earnings  changes  are  r>ot  available  for  three  of  the  split  firms  in  year  0  since  they  do  not  have  earnings  data  available  in 
year  -1. 

^     Earnings  changes  are  estimated  using  quarteriy  earnings  for  the  24  quarters  prior  to  the  split  announcement  and  ttw 
20  quarters  subsequent.    Changes  in  earnings  per  share  before  extraordinary  hems  and  discontinued  operations  are 
standardized  by  the  firm's  stock  price  two  days  prior  to  the  announcement  of  the  stock  split.    The  announcement  return 
for  each  firm  Is  the  risk-adjusted  return  for  one  day  prior  to  and  the  day  of  the  stock  split  announcement. 


Table  5 

Tests  of  the  relation  between  stock  split  announcement 
returns  and  standardized  earnings  changes  in  surrounding  years^ 

SRETj  =  a  +  Pi5E.2.j  +  PaSE.ij  +  PaSEoj  +  p45Ei  j  +  ej  b 


Coefficient  t  statistic 

a  0.025  3.65= 

Pi  0.306  2.12d 

p2  0.241  2.07d 

p3  -0.148  -1.22 
p4                                            0.012  0.21 

R2  0.121 

N  79 


^  The  stock  split  sample  comprises  121  firms  that  announce  stock  splits  of  25%  or  more  in  the  period  1970  to  1980. 
Forty-two  firms  are  excluded  from  the  regression  since  they  do  not  have  earnings  data  available  for  each  of  the  lour  years 
surrounding  the  split  announcement. 

^    5E( j  Is  the  change  In  earnings  In  year  t  (estimated  from  quarterly  earnings)  standardized  by  the  stock  price  two  days 
prior  to  the  stock  split  announcement;  SRET;  Is  the  risk-adjusted  return  for  firm  j  for  one  day  prior  to  and  the  day  of  the 
stock  split  announcement. 

*-   Significant  at  the  one  percent  level  using  a  two-tailed  test. 

*^    Significant  at  the  five  percent  level  using  a  two-tailed  test. 
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